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Request for Advisory Opinion

Taxpayer: F i
Taxable year:
DISCLOSURE STATEMENT

This advice constitutes return information subject to I.R.C.
$ 6103. This advice conteins cconfidential information subject to
attorney-client and deliberative process privileges and if
prepared in contemplation of litigation, subject to the attorney
work product privilege. Accordingly, the Examination or Appeals
recipient of this document may provide it only to those persons
whose official tax administraticon duties with respect to this
case require such disclosure. In no event may this document be
provided to Examination, Appeals, or other persons beyond those
specifically indicated in this statement. This advice may not be
disclosed to taxpayers or their representatives.

This advice is not binding on Examination or Appeals and is
not a final case determination. Such advice i1s advisory and does
not resclve Service position on an issue or provide the basis for
closing a case. The determination of the Service in the case is
to be made through the exercise of the independent judgment of
the office with jurisdiction over the case.

Although we informally coordinated this matter with the
National Office, the advisory is subject to the review procedures
of CCDM (35)3(19)4(4). The CCDM procedures regquire us to
transmit a copy of the memorandum to the National Office. The
National Office has ten days from receipt of our memorandum to
respond. The National Office may extend the review pericd if
necessary. We will keep you informed of any delays.

10809
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DISCUSSICN

We are responding to your February 2, 1389 memcrandum
concerning a proposal to assert the I.R.C. § 6662 (b) (3)
substantial valuation misstatement penalty. The penalty wculd
apply to a deficiency attributable to & proposed disallowance of

a F loss claimed on *
(" ") consolidated return for the taxable year. You

specifically request our views on: (a) what type of notice must
be given to the taxpayer prior to making third party contacts
through issuance of summons; (b) whether the I.R.C. § 6664
reasonable cause and good faith defense will preclude impositicn
of I.R.C. § 6662 (b) (3) substantial valuation misstatement penalty
under the known facts; and (c¢) whether the prcposed summons
language appropriately seeks the information needed to determine
if the I.R.C. § 6662(b) (3) substantial valuation misstategment
penalty applies here.

Facts

This matter arises out of a [l transaction in which

{" ") sold o0il and gas properties to
an unrelated party, ("ﬂ'). As
consideration for the sale, received cash and a retained

production payment covering the properties. For tax and
financial purposes, valued the producticon payment at
approximately $ . A production payment is a right to

receive some percentage of production from an o0il and gas
property, free of production costs, up to a certain dollar
amount. The holder has no guarantee of receiving the total
amount specified in the production payment. Payments come solely
from the property's production. If the property does not have
adequate reserves to generate the specified amount over the
production payment term, the holder does not receive any other
compensation.

B :coorted the $r figure as an amount
realized from the sale on its return. However, we

understand reporting the $_ amount had no real effect
on the i‘s tax liability. Apparently, the sale freed
up some I.R.C. § 29 credits and some other general tax credits.
Those credits absorbed most, if not all of the potential tax
liability generated by valuing the producticn payment at $

Ing acquired all the NN stock
terminating the conscolidated group. During —

acquisition due diligence, _discovered the production
payment was worth, in Bl : fraction of its $hbook
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value. _ took this into account in the final
acquisition price. || z1sc negotiated with to

sell the production payment and rid itself of an 1nterest in the
oil and gas properties. closed the stock
acgquisition on then sold the production

payment to for less than $ . '
claimed a loss of approximately $ on its return.
_ had substantial capital gains in from other
transactions and used the Sh loss to offset the capital

gains.

Houston Examination Divisicn began locking at the §
B v-:1uc as part of its examination for the
taxable year. An outside appraiser hired by Houston Examination
Division valued the production payment, in [l at less than
$ The lower Value impachs i & 1 G S 5
claimed on the MM return. Based on some information récently
developed by Houston Examination Division, you are considering
asserting an I.R.C. § 6662(b) (3) substantial valuation

misstatement penalty against BN o the I t2xable year
You estimate the penalty would be in the range of $i.

To help develop the substantial valuation misstatement.
penalty issue, you are considering issuing summonses to |G s
former tax director and to NN ('

") is the independent accounting firm
which assisted in preparing its [l return and audited
's financial statement. The proposed summonses
principally seek to identify what information = had in its
possession when valuing the production payment on the
return. The proposed summons for the former [ tax director
will also seek information on what |l discovered during the
acquisition due diligence process. We understand the former

tax director had some contact with | G
representatives during the due diligence process. You have

already provided | vith a Letter 3164, notifying ||| GTEIR

of your intent to contact third parties.

_ seems to admit that it knew the production

payment's book value was overstated in . However,
points out this was true cof many other assets.
discovered this fact while doing its due diligence acguisition
audit. After completing the acquisition audit, ﬁ and

made adjustments to the | stock acquisition price.

claims there is no evidence the acquisition audit went

further and determined the asset was grossly overvalued in
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_ alsoc takes the pesition that i1t was bound by the
inherited tax attributes of [l The company contends that
it had no information reflecting the asset was grossly cvervalued
in I 2nc the acquisition audit did not focus on this issue.
For that reason, h believes it had reasonable cause and
acted in good faith by consistently using B - -
attributes on the MM return and reporting the $
loss. Given these facts, contends the I.R.C. § 6664
reasonable cause and good faith exception precludes impesition of
the I.R.C. § 6662 (b) (3) substantial valuation misstatement
penalty. We understand_ recently propocsed to concede the
underlying Sjiii 1055 adjustment if the government does
not pursue the substantial valuation misstatement penalty for the
-ptaxable year.

Analysis ‘
a. Third Party Contacts

Effective January 18, 19899, I.R.C. § 7602{c} {l) prohibits
the government from contacting third parties, with respect to the
collection or determination of a tax liability, without first
providing the taxpayer with reasonable notice that such contacts

may be made. I.R.C. § 7602(c) (2) also requires the government
periodically to preovide the taxpayer with a record of third
parties. The proposed summonses to and to

B s former tax director are third party contacts covered by
I.R.C: § 7602{(c). )

To implement the new statutory requirements I.R.C.
§ 7602(c) (1), the government originally began to provide each
taxpayer with a Letter 3164 on initiation of an exam. For
examinaticns begun before January 18, 1999, the government
provided a Letter 3164 to each taxpayer with an open
examination.? We understand you already providedp_ with a
Letter 3164 for the M taxable year.

If you decide to issue the two proposed summonses,
Examination Division will also need to comply with the periodic
reporting requirements of I.R.C. § 7602(c}{2). You will need to
complete a Form 12175, Third Party Contact Report Form, for each
summons and should submit the form to the District Third Party
Contact Coordinator. The District Coordinator is responsible for
assuring we comply with I.R.C. § 7602(c) (2} . However, it might
be advisable to give _oral notification of the summonses.

* In mid-March, 1999, the government altered its procedures
and now requires a Letter 3164 to be issued when a third party
contact is actually pursued.
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b. T.R.C. § 6664

I.R.C. §§ 6662(a) and 6662(b) (3) impose a penalty for the
portion of any underpayment attributable to a substantial
valuation misstatement. The penalty is equal to 20% of the
underpayment of tax attributable to a substantial valuation
misstatement. A substantial valuation misstatement occurs if:

a. The value or adjusted basis of any property
claimed on a return of tax imposed by Chapter 1 is 200%
or more than the correct value or adjusted basis; or

b. There is an I.R.C. § 482 valuation misstatement.
I.R.C. § 66621{(e) (1.

i
The statute increases the penalty in the case of a gross

valuation misstatement. I.R.C. § 6662(h}). The penalty is
increased to 40% of the underpayment attributable to the
valuation misstatement. I.R.C. § 6662(h)(1l). Among other things

a gross valuation misstatement occurs if the value or adjusted
basls of any property claimed on a return of tax imposed by
Chapter 1 is 400% or more than the correct value or adjusted
basis. I.R.C. § 6662 (h) (2} (A} (1).

No penalty will be imposed unless the portion of the
underpayment attributable to a substantial valuation misstatement
exceeds $5,000 (or $10,000 in the case of a corporation other
than an § corporation or a personal holding company). I.R.C.

§ 6662(e) (2). Unlike other I.R.C. § 6662 penalties, a taxpayer
cannot avoid I.R.C. § 6662(b) (3) by disclosing a substantial
valuation misstatement on a return. Treas. Reg. § 6662-5(a).
But, the penalty does not apply to the extent there was
reasonable cause for the substantial valuation misstatement and
the taxpayer acted in good faith with respect to the
underpayment. I.R.C. § 6664 (c) (1).

Treas. Reg. § 1.6664-4(b) {1) provides that the determination
of whether a taxpayer acted with reasonable cause and in good
faith is made on a case-by-case basis. In making the
determination, all pertinent facts and circumstances must be
taken into account. Id. Generally, the most important factor is
the steps the taxpayer took to assess the proper tax liability.
Id. Circumstances that may indicate reasonable cause and good
faith include an honest misunderstanding of fact or law which is
reasonable in light of the facts and circumstances, including the
experience, knowledge and education of the taxpayer. Id.
Reliance on an information return, the advice of a tax advisor or
on facts that, unknown to the taxpayer, are incorrect may or may
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not constitute reasconable cause and good faith depending on
whether the reliance was reasonable under the facts. Id.

Here, there is no question that a gross valuation
misstatement occurred onr Bl r-tu:n.  The SN
basis used to claim the loss exceeded the true basis for the
production payment Ly more than 400%. The deficiency generated
by the claimed loss exceeded the $10,000 threshold under I.R.C.

§ 6662(e) (2). Consequently, _will be liable for the
substantial valuation misstatement penalty unless reasonable
cause and good faith can be shown under I.R.C. § 6664 (c) (1).
However given the evidence available to government at this time,

we would have some difficulty contesting reasonable
cause and good faith defense.

In analyzing [ r-:sonable cause and good faith
defense, the key factual issues would be: (a) what didr
know about the |l cverstated value when it filed the
return; and (b) what steps did | :z2ke to investigate
whether the book values had some factual basis. In all
likelihood to sustain the I.R.C. § 6662 (b) (3) penalty, the
government will have tc demonstrate a fairly high level of
knowledge on_ part concerning the hvaluation

problems. At this peoint in time, there is insufficient evidence
to show IR .5 aware of the I valuation problem.

From the currently available information, we know that
recognized the [l boox value was substantially

overstated. hexamined the book value of the production
payment during the acquisition audit and determined it did not
reflect the production payment's current value. also
confirmed that the book value was overstated by selling the
production payment to _ for less than §
Nonetheless, we have no evidence that looked further and
determined the production payment had been substantially
overvalued on N s Il rcturn.

B i ght have some exposure for the penalty by failing
to look further after discovering the book value problem.
In view of the great disparity between the book value and the
fair market value, a court might impose a duty on the taxpayer to
make a further inquiry. This scenario is unlikely to prevail
here.

B cou1d easily counter that it is very common to find
overstated book values (including substantial deviations between

bock value and fair market value) in acquisition audits. ,
could also point out thar had issued
clean and [l cpinions for . The existence of the
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I - udits and the frequency of finding book and fair
market value deviations would be persuasive in many courts.

Consequently, the government is unlikely to prevail here unless
we can showihad significant information in | N

regarding the valuation problem.

c. Proposed Summons

Although we have no prcoblem with the language of the
proposed summons, we question whether the summons will develop
the information needed to sustain the penalty. Both summonses
principally ask about _'s knowledge when valuilng the
property in . Neither focus on the more crucial issue in the
examination, knowledge in [l of the [ valuation
problem.? This crucial information might be more readily
obtained directly from N .

&

Please contact Glenn McLoughlin at (405) 297-4803 1f you

have any questions.

ICHAEL J. O'BRIEN
istrict Counsel

cc: ARC (TL) & ARC (LC),
Midstates Region

2 We recogniW‘s former ‘tax director was
involved with the due diligence audits. He may have
information concerning disclosures made to || N of the
valuation problem.




